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apply a provision of this subpart to one
or more exposures provided that:

(1) The national bank or Federal sav-
ings association can demonstrate on an
ongoing basis to the satisfaction of the
OCC that not applying the provision
would, in all circumstances, unambig-
uously generate a risk-based capital re-
quirement for each such exposure
greater than that which would other-
wise be required under this subpart;

(2) The national bank or Federal sav-
ings association appropriately manages
the risk of each such exposure;

(3) The national bank or Federal sav-
ings association notifies the OCC in
writing prior to applying this principle
to each such exposure; and

(4) The exposures to which the na-
tional bank or Federal savings associa-
tion applies this principle are not, in
the aggregate, material to the national
bank or Federal savings association.

[78 FR 62157, 62273, 62274, Oct. 11, 2013]

§3.101 Definitions.

(a) Terms that are set forth in §3.2
and used in this subpart have the defi-
nitions assigned thereto in §3.2.

(b) For the purposes of this subpart,
the following terms are defined as fol-
lows:

Advanced internal ratings-based (IRB)
systems means an advanced approaches
national bank’s or Federal savings as-
sociation’s internal risk rating and
segmentation system; risk parameter
quantification system; data manage-
ment and maintenance system; and
control, oversight, and validation sys-
tem for credit risk of wholesale and re-
tail exposures.

Advanced systems means an advanced
approaches national bank’s or Federal
savings association’s advanced IRB
systems, operational risk management
processes, operational risk data and as-
sessment systems, operational risk
quantification systems, and, to the ex-
tent used by the national bank or Fed-
eral savings association, the internal
models methodology, advanced CVA
approach, double default excessive cor-
relation detection process, and internal
models approach (IMA) for equity expo-
sures.

Backtesting means the comparison of
a national bank’s or Federal savings
association’s internal estimates with

12 CFR Ch. | (1-1-14 Edition)

actual outcomes during a sample pe-
riod not used in model development. In
this context, backtesting is one form of
out-of-sample testing.

Benchmarking means the comparison
of a national bank’s or Federal savings
association’s internal estimates with
relevant internal and external data or
with estimates based on other esti-
mation techniques.

Bond option contract means a bond op-
tion, bond future, or any other instru-
ment linked to a bond that gives rise
to similar counterparty credit risk.

Business environment and internal con-
trol factors means the indicators of a
national bank’s or Federal savings as-
sociation’s operational risk profile that
reflect a current and forward-looking
assessment of the national bank’s or
Federal savings association’s under-
lying business risk factors and internal
control environment.

Credit default swap (CDS) means a fi-
nancial contract executed under stand-
ard industry documentation that al-
lows one party (the protection pur-
chaser) to transfer the credit risk of
one or more exposures (reference expo-
sure(s)) to another party (the protec-
tion provider) for a certain period of
time.

Credit wvaluation adjustment (CVA)
means the fair value adjustment to re-
flect counterparty credit risk in valu-
ation of OTC derivative contracts.

Default—For the purposes of calcu-
lating capital requirements under this
subpart:

(1) Retail. (i) A retail exposure of a
national bank or Federal savings asso-
ciation is in default if:

(A) The exposure is 180 days past due,
in the case of a residential mortgage
exposure or revolving exposure;

(B) The exposure is 120 days past due,
in the case of retail exposures that are
not residential mortgage exposures or
revolving exposures; or

(C) The national bank or Federal sav-
ings association has taken a full or
partial charge-off, write-down of prin-
cipal, or material negative fair value
adjustment of principal on the expo-
sure for credit-related reasons.

(ii) Notwithstanding paragraph (1)(1)
of this definition, for a retail exposure
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held by a non-U.S. subsidiary of the na-
tional bank or Federal savings associa-
tion that is subject to an internal rat-
ings-based approach to capital ade-
quacy consistent with the Basel Com-
mittee on Banking Supervision’s
“International Convergence of Capital
Measurement and Capital Standards: A
Revised Framework” in a non-U.S. ju-
risdiction, the national bank or Fed-
eral savings association may elect to
use the definition of default that is
used in that jurisdiction, provided that
the national bank or Federal savings
association has obtained prior approval
from the OCC to use the definition of
default in that jurisdiction.

(iii) A retail exposure in default re-
mains in default until the national
bank or Federal savings association
has reasonable assurance of repayment
and performance for all contractual
principal and interest payments on the
exposure.

(2) Wholesale. (i) A national bank’s or
Federal savings association’s wholesale
obligor is in default if:

(A) The national bank or Federal sav-
ings association determines that the
obligor is unlikely to pay its credit ob-
ligations to the national bank or Fed-
eral savings association in full, with-
out recourse by the national bank or
Federal savings association to actions
such as realizing collateral (if held); or

(B) The obligor is past due more than
90 days on any material credit obliga-
tion(s) to the national bank or Federal
savings association.2?

(ii) An obligor in default remains in
default until the national bank or Fed-
eral savings association has reasonable
assurance of repayment and perform-
ance for all contractual principal and
interest payments on all exposures of
the national bank or Federal savings
association to the obligor (other than
exposures that have been fully written-
down or charged-off).

Dependence means a measure of the
association among operational losses
across and within units of measure.

Economic downturn conditions means,
with respect to an exposure held by the

25 Qverdrafts are past due once the obligor
has breached an advised limit or been ad-
vised of a limit smaller than the current out-
standing balance.
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national bank or Federal savings asso-
ciation, those conditions in which the
aggregate default rates for that expo-
sure’s wholesale or retail exposure sub-
category (or subdivision of such sub-
category selected by the national bank
or Federal savings association) in the
exposure’s national jurisdiction (or
subdivision of such jurisdiction se-
lected by the national bank or Federal
savings association) are significantly
higher than average.

Effective maturity (M) of a wholesale
exposure means:

(1) For wholesale exposures other
than repo-style transactions, eligible
margin loans, and OTC derivative con-
tracts described in paragraph (2) or (3)
of this definition:

(i) The weighted-average remaining
maturity (measured in years, whole or
fractional) of the expected contractual
cash flows from the exposure, using the
undiscounted amounts of the cash
flows as weights; or

(ii) The nominal remaining maturity
(measured in years, whole or frac-
tional) of the exposure.

(2) For repo-style transactions, eligi-
ble margin loans, and OTC derivative
contracts subject to a qualifying mas-
ter netting agreement for which the
national bank or Federal savings asso-
ciation does not apply the internal
models approach in section 132(d), the
weighted-average remaining maturity
(measured in years, whole or frac-
tional) of the individual transactions
subject to the qualifying master net-
ting agreement, with the weight of
each individual transaction set equal
to the notional amount of the trans-
action.

(3) For repo-style transactions, eligi-
ble margin loans, and OTC derivative
contracts for which the national bank
or Federal savings association applies
the internal models approach in
§3.132(d), the value determined in
§3.132(d)(4).

Eligible double default guarantor, with
respect to a guarantee or credit deriva-
tive obtained by a national bank or
Federal savings association, means:

(1) U.S.-based entities. A depository in-
stitution, a bank holding company, a
savings and loan holding company, or a
securities broker or dealer registered
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with the SEC under the Securities Ex-
change Act, if at the time the guar-
antee is issued or anytime thereafter,
has issued and outstanding an unse-
cured debt security without credit en-
hancement that is investment grade.

(2) Non-U.S.-based entities. A foreign
bank, or a non-U.S.-based securities
firm if the national bank or Federal
savings association demonstrates that
the guarantor is subject to consoli-
dated supervision and regulation com-
parable to that imposed on U.S. deposi-
tory institutions, or securities broker-
dealers) if at the time the guarantee is
issued or anytime thereafter, has
issued and outstanding an unsecured
debt security without credit enhance-
ment that is investment grade.

Eligible operational risk offsets means
amounts, not to exceed expected oper-
ational loss, that:

(1) Are generated by internal busi-
ness practices to absorb highly predict-
able and reasonably stable operational
losses, including reserves calculated
consistent with GAAP; and

(2) Are available to cover expected
operational losses with a high degree of
certainty over a one-year horizon.

Eligible purchased wholesale exposure
means a purchased wholesale exposure
that:

(1) The national bank or Federal sav-
ings association or securitization SPE
purchased from an unaffiliated seller
and did not directly or indirectly origi-
nate;

(2) Was generated on an arm’s-length
basis between the seller and the obligor
(intercompany accounts receivable and
receivables subject to contra-accounts
between firms that buy and sell to each
other do not satisfy this criterion);

(3) Provides the national bank or
Federal savings association or
securitization SPE with a claim on all
proceeds from the exposure or a pro
rata interest in the proceeds from the
exposure;

(4) Has an M of less than one year;
and

(5) When consolidated by obligor,
does not represent a concentrated ex-
posure relative to the portfolio of pur-
chased wholesale exposures.

Ezxpected exposure (EE) means the ex-
pected value of the probability dis-
tribution of non-negative credit risk
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exposures to a counterparty at any
specified future date before the matu-
rity date of the longest term trans-
action in the netting set. Any negative
fair values in the probability distribu-
tion of fair values to a counterparty at
a specified future date are set to zero
to convert the probability distribution
of fair values to the probability dis-
tribution of credit risk exposures.

Expected operational loss (EOL) means
the expected value of the distribution
of potential aggregate operational
losses, as generated by the national
bank’s or Federal savings association’s
operational risk quantification system
using a one-year horizon.

Ezxpected positive exposure (EPE)
means the weighted average over time
of expected (non-negative) exposures to
a counterparty where the weights are
the proportion of the time interval
that an individual expected exposure
represents. When calculating risk-
based capital requirements, the aver-
age is taken over a one-year horizon.

Exposure at default (EAD) means:

(1) For the on-balance sheet compo-
nent of a wholesale exposure or seg-
ment of retail exposures (other than an
OTC derivative contract, a repo-style
transaction or eligible margin loan for
which the national bank or Federal
savings association determines EAD
under §3.132, a cleared transaction, or
default fund contribution), EAD means
the national bank’s or Federal savings
association’s carrying value (including
net accrued but unpaid interest and
fees) for the exposure or segment less
any allocated transfer risk reserve for
the exposure or segment.

(2) For the off-balance sheet compo-
nent of a wholesale exposure or seg-
ment of retail exposures (other than an
OTC derivative contract, a repo-style
transaction or eligible margin loan for
which the national bank or Federal
savings association determines EAD
under §3.132, cleared transaction, or de-
fault fund contribution) in the form of
a loan commitment, line of credit,
trade-related letter of credit, or trans-
action-related contingency, EAD
means the national bank’s or Federal
savings association’s best estimate of
net additions to the outstanding
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amount owed the national bank or Fed-
eral savings association, including esti-
mated future additional draws of prin-
cipal and accrued but unpaid interest
and fees, that are likely to occur over
a one-year horizon assuming the whole-
sale exposure or the retail exposures in
the segment were to go into default.
This estimate of net additions must re-
flect what would be expected during
economic downturn conditions. For the
purposes of this definition:

(i) Trade-related letters of credit are
short-term, self-liquidating instru-
ments that are used to finance the
movement of goods and are
collateralized by the underlying goods.

(ii) Transaction-related contin-
gencies relate to a particular trans-
action and include, among other
things, performance bonds and per-
formance-based letters of credit.

(3) For the off-balance sheet compo-
nent of a wholesale exposure or seg-
ment of retail exposures (other than an
OTC derivative contract, a repo-style
transaction, or eligible margin loan for
which the national bank or Federal
savings association determines EAD
under §3.132, cleared transaction, or de-
fault fund contribution) in the form of
anything other than a loan commit-
ment, line of credit, trade-related let-
ter of credit, or transaction-related
contingency, EAD means the notional
amount of the exposure or segment.

(4) EAD for OTC derivative contracts
is calculated as described in §3.132. A
national bank or Federal savings asso-
ciation also may determine EAD for
repo-style transactions and eligible
margin loans as described in §3.132.

Exposure category means any of the
wholesale, retail, securitization, or eq-
uity exposure categories.

External operational loss event data
means, with respect to a national bank
or Federal savings association, gross
operational loss amounts, dates, recov-
eries, and relevant causal information
for operational loss events occurring at
organizations other than the national
bank or Federal savings association.

IMM exposure means a repo-style
transaction, eligible margin loan, or
OTC derivative for which a national
bank or Federal savings association
calculates its EAD using the internal
models methodology of §3.132(d).
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Internal operational loss event data
means, with respect to a national bank
or Federal savings association, gross
operational loss amounts, dates, recov-
eries, and relevant causal information
for operational loss events occurring at
the national bank or Federal savings
association.

Loss given default (LGD) means:

(1) For a wholesale exposure,
greatest of:

(i) Zero;

(ii) The national bank’s or Federal
savings association’s empirically based
best estimate of the long-run default-
weighted average economic loss, per
dollar of EAD, the national bank or
Federal savings association would ex-
pect to incur if the obligor (or a typical
obligor in the loss severity grade as-
signed by the national bank or Federal
savings association to the exposure)
were to default within a one-year hori-
zon over a mix of economic conditions,
including economic downturn condi-
tions; or

(iii) The national bank’s or Federal
savings association’s empirically based
best estimate of the economic loss, per
dollar of EAD, the national bank or
Federal savings association would ex-
pect to incur if the obligor (or a typical
obligor in the loss severity grade as-
signed by the national bank or Federal
savings association to the exposure)
were to default within a one-year hori-
zon during economic downturn condi-
tions.

(2) For a segment of retail exposures,
the greatest of:

(i) Zero;

(ii) The national bank’s or Federal
savings association’s empirically based
best estimate of the long-run default-
weighted average economic loss, per
dollar of EAD, the national bank or
Federal savings association would ex-
pect to incur if the exposures in the
segment were to default within a one-
year horizon over a mix of economic
conditions, including economic down-
turn conditions; or

(iii) The national bank’s or Federal
savings association’s empirically based
best estimate of the economic loss, per
dollar of EAD, the national bank or
Federal savings association would ex-
pect to incur if the exposures in the
segment were to default within a one-

the
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year horizon during economic down-
turn conditions.

(3) The economic loss on an exposure
in the event of default is all material
credit-related losses on the exposure
(including accrued but unpaid interest
or fees, losses on the sale of collateral,
direct workout costs, and an appro-
priate allocation of indirect workout
costs). Where positive or negative cash
flows on a wholesale exposure to a de-
faulted obligor or a defaulted retail ex-
posure (including proceeds from the
sale of collateral, workout costs, addi-
tional extensions of credit to facilitate
repayment of the exposure, and draw-
downs of unused credit lines) occur
after the date of default, the economic
loss must reflect the net present value
of cash flows as of the default date
using a discount rate appropriate to
the risk of the defaulted exposure.

Obligor means the legal entity or nat-
ural person contractually obligated on
a wholesale exposure, except that a na-
tional bank or Federal savings associa-
tion may treat the following exposures
as having separate obligors:

(1) Exposures to the same legal enti-
ty or natural person denominated in
different currencies;

(2)(1) An income-producing real es-
tate exposure for which all or substan-
tially all of the repayment of the expo-
sure is reliant on the cash flows of the
real estate serving as collateral for the
exposure; the national bank or Federal
savings association, in economic sub-
stance, does not have recourse to the
borrower beyond the real estate collat-
eral; and no cross-default or cross-ac-
celeration clauses are in place other
than clauses obtained solely out of an
abundance of caution; and

(ii) Other credit exposures to the
same legal entity or natural person;
and

(3)(1) A wholesale exposure author-
ized under section 364 of the U.S. Bank-
ruptcy Code (11 U.S.C. 364) to a legal
entity or natural person who is a debt-
or-in-possession for purposes of Chap-
ter 11 of the Bankruptcy Code; and

(i) Other credit exposures to the
same legal entity or natural person.

Operational loss means a loss (exclud-
ing insurance or tax effects) resulting
from an operational loss event. Oper-
ational loss includes all expenses asso-
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ciated with an operational loss event
except for opportunity costs, forgone
revenue, and costs related to risk man-
agement and control enhancements im-
plemented to prevent future oper-
ational losses.

Operational loss event means an event
that results in loss and is associated
with any of the following seven oper-
ational loss event type categories:

(1) Internal fraud, which means the
operational loss event type category
that comprises operational losses re-
sulting from an act involving at least
one internal party of a type intended
to defraud, misappropriate property, or
circumvent regulations, the law, or
company policy excluding diversity-
and discrimination-type events.

(2) External fraud, which means the
operational loss event type category
that comprises operational losses re-
sulting from an act by a third party of
a type intended to defraud, misappro-
priate property, or circumvent the law.
Retail credit card losses arising from
non-contractual, third-party-initiated
fraud (for example, identity theft) are
external fraud operational losses. All
other third-party-initiated credit
losses are to be treated as credit risk
losses.

(3) Employment practices and work-
place safety, which means the oper-
ational loss event type category that
comprises operational losses resulting
from an act inconsistent with employ-
ment, health, or safety laws or agree-

ments, payment of personal injury
claims, or payment arising from
diversity- and discrimination-type
events.

(4) Clients, products, and business
practices, which means the operational
loss event type category that com-
prises operational losses resulting from
the nature or design of a product or
from an unintentional or negligent
failure to meet a professional obliga-
tion to specific clients (including fidu-
ciary and suitability requirements).

(6) Damage to physical assets, which
means the operational loss event type
category that comprises operational
losses resulting from the loss of or
damage to physical assets from natural
disaster or other events.

(6) Business disruption and system
failures, which means the operational
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loss event type category that com-
prises operational losses resulting from
disruption of business or system fail-
ures.

(7) Execution, delivery, and process
management, which means the oper-
ational loss event type category that
comprises operational losses resulting
from failed transaction processing or
process management or losses arising
from relations with trade counterpar-
ties and vendors.

Operational risk means the risk of loss
resulting from inadequate or failed in-
ternal processes, people, and systems
or from external events (including
legal risk but excluding strategic and
reputational risk).

Operational risk exposure means the
99.9th percentile of the distribution of
potential aggregate operational losses,
as generated by the national bank’s or
Federal savings association’s oper-
ational risk quantification system over
a one-year horizon (and not incor-
porating eligible operational risk off-
sets or qualifying operational risk
mitigants).

Other retail erposure means an expo-
sure (other than a securitization expo-
sure, an equity exposure, a residential
mortgage exposure, a Dpre-sold con-
struction loan, a qualifying revolving
exposure, or the residual value portion
of a lease exposure) that is managed as
part of a segment of exposures with ho-
mogeneous risk characteristics, not on
an individual-exposure basis, and is ei-
ther:

(1) An exposure to an individual for
non-business purposes; or

(2) An exposure to an individual or
company for business purposes if the
national bank’s or Federal savings as-
sociation’s consolidated business credit
exposure to the individual or company
is $1 million or less.

Probability of default (PD) means:

(1) For a wholesale exposure to a non-
defaulted obligor, the national bank’s
or Federal savings association’s em-
pirically based best estimate of the
long-run average one-year default rate
for the rating grade assigned by the na-
tional bank or Federal savings associa-
tion to the obligor, capturing the aver-
age default experience for obligors in
the rating grade over a mix of eco-
nomic conditions (including economic
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downturn conditions) sufficient to pro-
vide a reasonable estimate of the aver-
age one-year default rate over the eco-
nomic cycle for the rating grade.

(2) For a segment of non-defaulted re-
tail exposures, the national bank’s or
Federal savings association’s empiri-
cally based best estimate of the long-
run average one-year default rate for
the exposures in the segment, cap-
turing the average default experience
for exposures in the segment over a
mix of economic conditions (including
economic downturn conditions) suffi-
cient to provide a reasonable estimate
of the average one-year default rate
over the economic cycle for the seg-
ment.

(3) For a wholesale exposure to a de-
faulted obligor or segment of defaulted
retail exposures, 100 percent.

Qualifying cross-product master netting
agreement means a qualifying master
netting agreement that provides for
termination and close-out netting
across multiple types of financial
transactions or qualifying master net-
ting agreements in the event of a
counterparty’s default, provided that
the underlying financial transactions
are OTC derivative contracts, eligible
margin loans, or repo-style trans-
actions. In order to treat an agreement
as a qualifying cross-product master
netting agreement for purposes of this
subpart, a national bank or Federal
savings association must comply with
the requirements of §3.3(c) of this part
with respect to that agreement.

Qualifying revolving exposure (QRE)
means an exposure (other than a
securitization exposure or equity expo-
sure) to an individual that is managed
as part of a segment of exposures with
homogeneous risk characteristics, not
on an individual-exposure basis, and:

(1) Is revolving (that is, the amount
outstanding fluctuates, determined
largely by a borrower’s decision to bor-
row and repay up to a pre-established
maximum amount, except for an out-
standing amount that the borrower is
required to pay in full every month);

(2) Is unsecured and unconditionally
cancelable by the national bank or
Federal savings association to the full-
est extent permitted by Federal law;
and
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(3)(i) Has a maximum contractual ex-
posure amount (drawn plus undrawn) of
up to $100,000; or

(ii) With respect to a product with an
outstanding amount that the borrower
is required to pay in full every month,
the total outstanding amount does not
in practice exceed $100,000.

(4) A segment of exposures that con-
tains one or more exposures that fails
to meet paragraph (3)(ii) of this defini-
tion must be treated as a segment of
other retail exposures for the 24 month
period following the month in which
the total outstanding amount of one or
more exposures individually exceeds
$100,000.

Retail exposure means a residential
mortgage exposure, a qualifying re-
volving exposure, or an other retail ex-
posure.

Retail exposure subcategory means the
residential mortgage exposure, quali-
fying revolving exposure, or other re-
tail exposure subcategory.

Risk parameter means a variable used
in determining risk-based capital re-
quirements for wholesale and retail ex-
posures, specifically probability of de-
fault (PD), loss given default (LGD),
exposure at default (EAD), or effective
maturity (M).

Scenario analysis means a systematic
process of obtaining expert opinions
from business managers and risk man-
agement experts to derive reasoned as-
sessments of the likelihood and loss
impact of plausible high-severity oper-
ational losses. Scenario analysis may
include the well-reasoned evaluation
and use of external operational loss
event data, adjusted as appropriate to
ensure relevance to a national bank’s
or Federal savings association’s oper-
ational risk profile and control struc-
ture.

Total wholesale and retail risk-weighted
assets means the sum of:

(1) Risk-weighted assets for whole-
sale exposures that are not IMM expo-
sures, cleared transactions, or default
fund contributions to non-defaulted ob-
ligors and segments of non-defaulted
retail exposures;

(2) Risk-weighted assets for whole-
sale exposures to defaulted obligors
and segments of defaulted retail expo-
sures;
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(3) Risk-weighted assets for assets
not defined by an exposure category;

(4) Risk-weighted assets for non-ma-
terial portfolios of exposures;

(5) Risk-weighted assets for IMM ex-
posures (as determined in §3.132(d));

(6) Risk-weighted assets for cleared
transactions and risk-weighted assets
for default fund contributions (as de-
termined in §3.133); and

(7) Risk-weighted assets for unsettled
transactions (as determined in §3.136).

Unexpected operational loss (UOL)
means the difference between the na-
tional bank’s or Federal savings asso-
ciation’s operational risk exposure and
the national bank’s or Federal savings
association’s expected operational loss.

Unit of measure means the level (for
example, organizational unit or oper-
ational loss event type) at which the
national bank’s or Federal savings as-
sociation’s operational risk quantifica-
tion system generates a separate dis-
tribution of potential operational
losses.

Wholesale exposure means a credit ex-
posure to a company, natural person,
sovereign, or governmental entity
(other than a securitization exposure,
retail exposure, pre-sold construction
loan, or equity exposure).

Wholesale exposure subcategory means
the HVCRE or non-HVCRE wholesale
exposure subcategory.

QUALIFICATION

§3.121 Qualification process.

(a) Timing. (1) A national bank or
Federal savings association that is de-
scribed in §3.100(b)(1)(i) through (iv)
must adopt a written implementation
plan no later than six months after the
date the national bank or Federal sav-
ings association meets a criterion in
that section. The implementation plan
must incorporate an explicit start date
no later than 36 months after the date
the national bank or Federal savings
association meets at least one criterion
under §3.100(b)(1)(i) through (iv). The
OCC may extend the start date.

(2) A national bank or Federal sav-
ings association that elects to be sub-
ject to this appendix under
§3.100(b)(1)(v) must adopt a written im-
plementation plan.
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